Financial Statements
and Projections

Financial modeling is the fundamentai- ouilding block of analysis in
investment banking. We will take « 150k at Walmart and analyze its
financial standing, building a compleie 1nancial model as it would be done
by Wall Street analysts.
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The goals of this section aze.

. Understanding financial statements

a. Concepts

b. Historical araiysis

c. Making piojeciions

d. Model flew between the statements

. Ability to build a complete financial model of Walmart

It is recommended that a financial model be built in six major components:

. Income statement

. Cash flow statement

. Balance sheet

. Depreciation schedule
. Working capital

. Debt schedule
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The first three are the major statements: income statement, cash flow
statement, and balance sheet. The latter three help support the flow and
continuity of the first three. It is also not uncommon to have even more
supporting schedules depending on the required analysis. Notice the first
six tabs in the model template (“NYSF—Walmart—Template.xls”). Each
reflects the six major model components. Please use the template and follow
along as we build the model together.
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The Income Statement

he income statement measures a company’s profit (or loss).over a specific

period of time. A business is generally required to repa:t and record the
sales it generates for tax purposes. And, of course, taxes en sales made can
be reduced by the expenses incurred while generatirig those sales. Although
there are specific rules that govern when and how’ thase expense reductions
can be utilized, there is still a general concept:

Profit = Revenue - Fxpenses
A company is taxed on profit. So.
Net Iiceme = Profit — Tax

However, income'statzments have grown to be quite complex. The
multifaceted categories of expenses can vary from company to company. As
analysts, we need ‘o identify major categories within the income statement
in order to facilivate proper analysis. For this reason, one should always
categorize income statement line items into nine major categories:

. Revenue (sales)

. Cost of goods sold

. Operating expenses

. Other income

. Depreciation and amortization

. Interest

. Taxes

. Non-recurring and extraordinary items
. Distributions
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No matter how convoluted an income statement is, a good analyst
would categorize each reported income statement line item into one of these
nine categories. This will allow an analyst to easily understand the major
categories that drive profitability in an income statement and can further
allow him or her to compare the profitability between several different
companies—an analysis very important in determining relative valuation.
This book assumes you have some basic understanding of accounting, so we
will just briefly recap the line items.

REVENUE

Revenue is the sales or gross income a company has made~uring a specific
operating period. It is important to note that when and how revenue is
recognized can vary from company to company and may be different from
the actual cash received. Revenue is recognized when “realized and earned,”
which is typically when the products sold have beern transferred or once the
service has been rendered.

COST OF GOODS SOLD

Cost of goods sold is the direct-+osts attributable to the production of the
goods sold by a company. These are the costs most directly associated to
the revenue. This is typically the cost of the materials used in creating the
products sold, although some other direct costs could be included as well.

Gross Profit

Gross profit is not one of the nine categories listed, as it is a totaling
item. Gross profit is the revenue less the cost of goods sold and is helpful
in determining the net value of the revenue after the cost of goods sold
is removed. One common metric analyzed is gross profit margin, which is
the gross profit divided by the revenue. We will calculate these totals and
metrics for Walmart later in the chapter.

A business that sells cars, for example, may have manufacturing costs.
Let’s say we sell a car for $20,000, and we manufacture the cars in-house.
We have to purchase $5,000 in raw materials to manufacture the car. If we
sell one car, $20,000 is our revenue and $5,000 is the cost of goods sold.
That leaves us with $15,000 in gross profit, or a 75 percent gross profit
margin. Now let’s say in the first quarter of operations we sell 25 cars.
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That’s 25 x $20,000, or $500,000 in revenue. Our cost of goods sold is
25 x $5,000, or $125,000, which leaves us with $375,000 in gross profit.

Car Co. 1Q 2012

Revenue 500,000.0

COGS 125,000.0

Gross Profit 375,000.0

% Gross Profit Margin 75%
OPERATING EXPENSES

Operating expenses are expenses incurred by a company ¢s'a result of per-
forming its normal business operations. These are the relatively indirect
expenses related to generating the company’s revenue-and supporting its
operations. Operating expenses can be broken invs several other major
subcategories, the most common of which are:

Selling, General, and Administrative (SG&A). These are all selling
expenses and all general and 2am:nistrative expenses of a company.
Examples are employee sal4ites and rents.

Advertising and Marketing. These are expenses relating to any advertis-
ing or marketing inifiatives the company employs. Examples are
print advertising anid Google Adwords.

Research and Deuvelopment (R&'D). These are expenses relating to
furthering tlic development of the company’s product or services.

Let’s say in our car business, we have employees to whom we have paid
$75,000 in total in the first quarter. We also have rents to pay of $2,500, and
we ran an advertising initiative that cost us $7,500. Finally, let’s assume we
have employed some R&D efforts to continue to improve the design of our
car that costs roughly $5,000 per quarter. Using the previous example, our
simple income statement looks like this:

Car Co. 1Q 2012

Revenue 500,000.0
COGS 125,000.0
Gross Profit 375,000.0
% Gross Profit Margin 75%

(Continued)
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Operating Expenses

SG&A 77,500.0
Advertising 7,500.0
R&D 5,000.0

Total Operating Expenses 90,000.0

OTHER INCOME

Companies can generate income that is not core to their business. As this
income is taxable, it is recorded on the income statement. However, since
it is not core to business operations, it is not considered révenue. Let’s take
the example of the car company. A car company’s core-husiness is produc-
ing and selling cars. However, many car companies 2ls¢-generate income in
another way: financing. If a car company offers its customers the ability to
finance the payments on a car, those payments/ccme with interest. The car
company receives that interest. That interest 15 taxable and is considered
additional income. However, as that inco:ne is not core to the business, it is
not considered revenue; it is considered other income.

Another common example of ather income is “income from non-
controlling interests,” also knowii as “income from unconsolidated
affiliates.” This is income received when one company has a non-
controlling interest investriient in another company. So when a company
(Company A) invests.iri-znother company (Company B) and receives a
minority stake in Company B, Company B distributes a portion of its net
income to Company \. Company A records those distributions received
as other income:

EBITDA

Earnings before interest, taxes, depreciation, and amortization (EBITDA) is
a very important measure among Wall Street analysts. We will later see its
many uses as a fundamental metric in valuation and analysis. It can be cal-
culated as Revenue — COGS - Operating Expenses + Other Income.

It is debatable whether other income should be included in EBITDA or
not. There are two sides to the argument.

1. It should be included in EBITDA. If a company produces other income
it should be represented as part of EBITDA, and other income should
be listed above our EBITDA total. The argument here is that other
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income, although not core to revenue, is still in fact operating and
should be represented as part of the company’s operations. There are
many ways of looking at this. Taking the car example, we can maybe
assume that the financing activities, although not core to revenue, are
essential enough to the overall profitability to be considered as part of
EBITDA.

2. It should not be included in EBITDA. If a company produces other in-
come it should not be represented as part of EBITDA, and other in-
come should be listed below our EBITDA total. The argument here is
although it is a part of the company’s profitability, it is not core enough
to the operations to be incorporated as part of the company’s core prof-
itability.

Determining whether to include other income as EXITDA is not so
simple and clear cut. It is important to consider ifthe other income is
consistent and reoccurring. If it is not, the case cam more likely be made
that it should not be included in EBITDA. It is als¢ important to consider
the purpose of your particular analysis. For'evample, if you are looking
to acquire the entire business, and that business will still be producing
that other income even after the acqguwcition, then maybe it should be
represented as part of EBITDA. Qs tsaybe that other income will no
longer exist after the acquisition, in which case it should not be included
in EBITDA. As another examgle. if you are trying to compare EBITDA
with the EBITDA of other campanies, then it is important to consider if
the other companies alse produce that same other income. If not, then
maybe it is better to keep other income out of the EBITDA analysis, to
make sure there is a consistent comparison among all of the company
EBITDAs.

Different banks and firms may have different views on whether other
income should or should not be included in EBITDA. Even different indus-
try groups within the same firm have been found to have different views on
this topic. As a good analyst, it is important to come up with one consistent
defensible view, and stick to it.

Let’s assume in our car example the other income will be part of EBITDA.

Car Co. 1Q 2012

Revenue 500,000.0
COGS 125,000.0
Gross Profit 375,000.0
% Gross Profit Margin 75%

(Continued)
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Operating Expenses

SG&A 77,500.0
Advertising 7,500.0
R&D 5,000.0
Total Operating Expenses ~ 90,000.0
Other Income 1,000.0
EBITDA 286,000.0
EBITDA Margin 57%

Notice we have also calculated EBITDA margin, which is defined as
EBITDA / Revenue.

DEPRECIATION AND AMORTIZATION

-

Depreciation is the accounting for the aging a»d depletion of fixed assets
over a period of time. Amortization is the -accounting for the cost basis
reduction of intangible assets (intellectual property such as patents, copy-
rights, and trademarks, for example) Gver their useful life. It is important
to note that not all intangible asscts are subject to amortization. We will
discuss depreciation and amortization (D&A) in Chapter 3.

EBIT

Similar to EBITDA, earnings before interest and taxes (EBIT) is also utilized
in valuation. ERIT s EBITDA - Depreciation and Amortization. So let’s
assume the exaiapie car company has $8,000 in D&A each quarter. So:

Car Co. 1Q 2012

EBITDA 286,000.0
EBITDA Margin $7%
D&A 8,000.0
EBIT 278,000.0
EBIT Margin 56%

Notice we have also calculated EBIT margin, which is defined as EBIT
divided by revenue.
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INTEREST

Interest is composed of interest expense and interest income. Interest expense
is the cost incurred on debt that the company has borrowed. Interest income
is commonly the income received from cash held in savings accounts,
certificates of deposits, and other investments.

Let’s assume the car company had $1MM in loans and incurs 10
percent of interest per year on those loans. So the car company has
$100,000 in interest expense per year, or $25,000 per quarter. We can
also assume that the company has $50,000 of cash and generated 1
percent of interest income on that cash per year ($500), or $125 per
quarter.

Often, the interest expense is netted against the interestincome as net
interest expense.

EBT

Earnings before taxes (EBT) can be defined a¢ LBIT — Net Interest.

Car Co. 1Q 2012 |
EBIT 278,000:0
EBIT Margin 56%
Interest Expense 25,000.0
Interest Income 125.0
Net Interest Expense 24,875.0
EBT 253,125.0
EBT Margin 51%

Notice we have also calculated EBT margin, which is defined as EBT
divided by revenue.

TAXES

Taxes are the financial charges imposed by the government on the
company’s operations. Taxes are imposed on earnings before taxes as
defined previously. In the car example, we can assume the tax rate is 35
percent.
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Net Income

Net income is defined as EBT — Taxes. The complete income statement

follows.
Car Co. 1Q 2012
Revenue 500,000.0
COGS 125,000.0
Gross Profit 375,000.0
% Gross Profit Margin 75%
Operating Expenses
SG&A 77,500.0
Advertising 7,500.0
R&D 5,000.0
Total Operating Expenses 90,000.0
Other Income 1,000.0
EBITDA 286,000.0
EBITDA Margin 57%(|
D&A 8,004.0
EBIT 278/000.0
EBIT Margin 56%
Interest Expense 25,000.0
Interest Income 125.0
Net Interest Expense 24,875.0
EBT 253,125.0
EBT Margin 51%
Tax 88,593.75
Tax Rate (%) 35%
Net Income 164,531.25

NON-RECURRING AND EXTRAORDINARY ITEMS

Non-recurring and extraordinary items or events are expenses or incomes
that are either one-time or not pertaining to everyday core operations. Gains
or losses on sales of assets, or from business closures, are examples of non-
recurring events. Such non-recurring or extraordinary events can be scattered
about in a generally accepted accounting principles (GAAP) income statement,
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and so it is the job of a good analyst to identify these items and move them
to the bottom of the income statement in order to have EBITDA, EBIT, and
net income line items that represent every day, continuous operations. We call
this “clean” EBITDA, EBIT, and net income. However, we do not want to
eliminate those non-recurring or extraordinary items completely, so we move
them to this section. From here on out, we will refer to both “non-recurring”
and “extraordinary” items simply as “non-recurring items” to simplify. We
will see how this is dealt with particularly with Walmart later in this chapter.

DISTRIBUTIONS

Distributions are broadly defined as payments to equity/ holders. These
payments can be in the form of dividends or non-centrolling interest
payments, to name the major two.

Non-controlling interests is the portion of the ¢Gmpany or the compa-
ny’s subsidiary that is owned by another outside person or entity. If another
entity (Entity A) owns a non-controlling interes: in the company (Entity B),
Entity B must distribute a portion of Entity R’ arnings to Entity A. (We will
discuss non-controlling interests in more-letail in Chapter 5.)

Net Income (as Reported)

Because we have recommended moving some non-recurring line items into
a separate section, the net.inicome listed prior is effectively an adjusted
net-income, which is racst useful for analysis, valuation, and comparison.
However, it is impsstant still to represent a complete net income with
all adjustments included to match the original given net income. So, it is
recommended o have a second net income line defined as: Net income —
non-recurring events — distributions, as a “sanity check.”

SHARES

A company’s shares outstanding reported on the income statement can be
reported as basic or diluted. The basic share count is a count of the number
of shares outstanding in the market. The diluted share count is the number
of shares outstanding in the market plus any shares that would be considered
outstanding today if all option and warrant holders that are in-the-money
decided to exercise on their securities. The diluted share count is best thought
of as a “What if?” scenario. If all the option and warrant holders who could
exercise would, how many shares would be outstanding now?
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Earnings per Share (EPS)

Earnings per share (EPS) is defined as the net income divided by the number
of shares outstanding. A company typically reports a basic EPS and a diluted
EPS, divided by basic shares or diluted shares, respectively. It is important to
note that each company may have a different definition on what exactly to
include in net income when calculating EPS. In other words, is net income
before or after non-controlling interests used? Or before or after dividends?
For investors, it is common to use net income before dividends have been
paid but after non-controlling interest investors have been paid. However, we
recommend backing into historically the company’s EPS to identify the exact
formula they are using. We will illustrate this process with Walmart next.

Basic EPS = Net Income / Basic Shares

Diluted EPS = Net Income / Diluted Shezes

WALMART'S INGOME STATEMENT

-_—

There are several ways to obtain a pub'ic company’s financial information.
We would first recommend going tc'the company’s web site and locating the
“Investor Relations” section. Wzlraart has a very comprehensive site with an
Investor Relations section.

The “Annual Reports” section shown in Figure 1.1 on the left side takes
us to their most recent finaacials. You can also go to the U.S. Securities and
Exchange Commissien (SEC) web site (www.sec.gov), where all public com-
pany filings are publisned, and search for Walmart’s specific filings.

Both the arnual report and the company’s 10-K should have a section
containing financial statements. We will use Walmart’s 2012 annual report.
You will notice in Figure 1.2, there is the Web version and the PDF version
of the 2012 annual report. It is your choice which to use, but I would recom-
mend the PDF so you can download a version on your desktop.

Note that by the time this book is published, Walmart may have changed
their web site. If so, you can download a copy of the 2012 Walmart annual
report on the companion web site associated with this book, or you can
simply rely on the exhibits and examples throughout this book.

If you have downloaded the correct document, scroll down to locate
the income statement. Make sure you have identified the company’s
complete income statement and not their “financial summary.” These are
easy to confuse. The financial summary does contain income statement
information, but it is not as detailed as the actual income statement. The
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' ™
{Dollar arngunts in milions, edceps per share and Wit count data!
Asof and far the Fiscal Vears Ended Jandary 31, 012 20m 2000 009 2008
Operating Results
Met sales 5443,854 $418957  $405132  S401D87 3373820
Net sales increase 5.9% 34% 1.0% 73% 24%
Increase (decrease) in calendar comparable sales
in the United States 1.6% (06)% (0% 35% 16%
Walmart LS. 0.3% (151% 107)% 32% 1.0%
Samis Club 8.4% 39% 11405 458 49%
Gross profit margin 24.5% 2450 2490, 2430, 2415
Cperating, selling, general and administrative expenses, as
a percentage of net sales 19.2% 154% 19.7% 194% 15.1%
Ciperating income % 26,558 5 25542 3 24002 5 22767 5 138
Incame from continuing operations attributable to Walmart 15,766 15355 14443 13235 12841

Met income per share of comman stock:
Diluted net income per comman share fram

continuing cperations attributable to Walmart § 454 3 418 § 373 § 335 $ 315
Cividends declased per comman share 1.46 1.2 ) 085 088
Financial Position
Inventories $ 40,714 § 36437 § 32713 5 34013 § 345%
Froperty, equipment and capial lease assets, net 112,324 107,878 102307 95653 SHA67
Toral assets 193,406 180,782 170407 163096 163,200
Long-term debt, including obligations under capital leases 47,079 435847 LBA01 34543 33402
Total Walmart shareholders equity 71,315 68 54, 70468 64,565 64311
Unit Counts
Walmart U5, Segrment 3,868 3804 3755 3708 3595
Walmart International Seqment 5,657 4557 4059 3595 3053
Sam’s Club Segment al. Lile] 05 611 600
Tetal unis Tu3% 4370 8459 7503 7.288
il bl o club sales include fuel Fiscal 2006 comparable sales fnclude o ores and clubs that were open for ot least the previous 12 months; howeves, stoves and
clubs thar were reloaated expanded or converted are exciuded from comy o fe salestor the firs 12 manths follswing the refocanon, expansion arcomersion, Fiscol 2012 200
2000 and X009 comparable sales include sales frem stores and'clubs 698 fr the previous 22 month, including remodels ions and expanzions, azwel os online safes.
\ N\ vy

FIGURE 1.3 Walmart 5-Year “inancial Summary

financial summarya'so typically contains a longer period (five or 10 years)
of historicals, viicreas the more detailed income statement typically contains
only two or three years. Figure 1.3 is Walmart’s financial summary section,
taken from page 17 of the company’s annual report. You can easily see that
it does not contain all the necessary line items such as costs and expenses
to properly create a model. You will also notice that it is labeled as “5-Year
Financial Summary.”

If you continue to scroll through the company’s annual report, you
will find the complete income statement on page 32. You will also notice
that it is properly labeled as “Consolidated Statement of Income.” We
will use the income statement found in Figure 1.4 to analyze Walmart’s
historical financial position. It is standard to have three years of finan-
cials in a company model, so we will create a model from years 2010 to
2012.
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f Fiscal Years Ended January 31, N
Amounts in millions aucept per share data) 2012 2011 200
Revenues:

et sales 5443854 5418532 5405,132
Membership and other incarne 3,005 2897 2953
446,950 411 B45 408,085
Costs and expenses:
Cost of sales 335127 314546 304,106
Operating, seling, general and ad ministrathve expenses 85,265 1,361 15917
Operating income 26,558 25,542 24,002
Interest:
Debt 2,034 1,528 1,787
Capital leases 288 e e
Interest incarne n62) [201) (181)
Irterest, net 2,160 2,004 1864
Income from continuing operations before income taxes 24,398 23,538 AL
Provision for income taxes:
Current 6,742 6,703 7643
Deferred 1,202 276 [457)
7,944 7579 1156
Income from continuing operations 16454 15539 14,962
Income (loss) from discontinued operations, net of tax (67) 1,032 [75)
Consolldated net Income 16,387 16,593 14,883
Less consolidated net income attributable to noncontrolling interest (688) (0] 1513)
G lidated net income attrik le to Walmart 5 15,609 % 16383 5 14370
Basic net income per common share:
Basic income per comrmen share from continuing operations attribiut, sle t Walmart § 456 5 420 5 374
Basic income {loss) per common share Tom discontinued operat ns & 1.outable to Walmart (0.02] 028 10,02
Basic net income per commaon share attributable to Walrrort 5 454 5 448 5 ek
Diluted netincome per share:
Ciluted ncome per commaon share from continuisg pefutions attributable to Wal mart $ 454 $ 418 § 373
Ciluted neome (loss) per carnman share fioen scontinued operations attributatle toWal rmart (0.02) 029 (uaz2)
Diluted net income per common shace a*triu: table to Walmart 5 452 5 447 5 3AN
Weighted-average common shares s tanding:
Basic 3460 ET 3,868
Diluted 3474 3670 3877
Dividends declared per common share 5 146 5 12 50109
See accomparing notes.
\ J

FIGURE 1.4 Walmart Income Statement

Revenue

When looking at the income statement in Figure 1.4, you want to first
identify all the major line items as referenced earlier in this chapter,
beginning with sales. We can see that Walmart has two lines of Revenues:
“Net sales” and “Membership and other income.” We will list both

separately.
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Now is a good time to open up the model template titled “NYSF—
Walmart—Template.xls.” Notice the first six “tabs” each represent a finan-
cial schedule we will build to properly analyze the business. A well-built
model contains at least these six major statements:

. Income statement

. Cash flow statement

. Balance sheet

. Depreciation schedule

. Working capital schedule
. Debt schedule

NN B WD =

For this chapter, we will focus on the Income statement/tab. In this tab,
we can enter the three years of each revenue stream, as shawii in Figure 1.4.
We will simply “hardcode” or type the numbers directly into the model as
represented in the annual report.

Before doing so, it is important to mention the t'1st two important rules
of modeling etiquette:

1. All hardcoded numbers and assumpsicn drivers should be entered in
blue font.
2. All formulas should be entered'in black font.

When we mention hardceaed numbers, we mean numbers that are typed
directly into a cell (that is. ot links or formulas). All other formulas in the
model are dependent on hatdcodes, so should remain black. So, for example, the
historical numbers we will now enter are hardcoded. These should be colored
blue. But, the formulas that are simply summing hardcoded numbers should be
in black font, as'those are formulas. This is a standard on the Street and makes
a model easier to analyze. It is important to be able to quickly zero in on the
numbers and assumptions that drive the model projections (the blue numbers).

So, in Row 7, marked “Net Sales,” we can type in 405,132; 418,952;
and 443,854 for 2010,2011, and 2012, or cells D7, E7, and F7, respectively.
Remember to color the font of these blue, as they are hard codes. Later,
we will look to the company’s historical trends as a clue to estimating
projections. So, let’s calculate the historical growth of the company’s net
sales. The formula for growth in a current year is:

Current Year / Previous Year — 1

So we can calculate the 2011 net sales growth by entering the following
into Cell E8:
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Calculating 2011 Net Sales Growth (Cell ES8)

Excel Key Strokes Description

type “=” Enters into “formula” mode
select Cell E7 2011 Net Sales

type “/” Divides

select Cell D7 2010 Net Sales

type “-1” Subtracts 1

type “Enter” End

Formula Result =E7/D7-1

This should give you a 3.4 percent net sales growth in 2011. This
process can be repeated for the net sales in 2012, or you ccnsimply cut and
paste the 2012 formula and copy it to the right. There ar¢ several ways to
copy formulas to the right:

1. Click and drag the 2011 formula over to 29i%.*With the mouse, you can
select the bottom right corner of Cell ES;-a:id while holding down the
left mouse button, you can drag the foiaula over to Cell F8.

2. Select the 2011 Net Sales Growthan Cell E8. Select “Copy” from the
menu bar (or hit “Ctrl” + “C”).’Then select the 2012 Net Sales Growth
(Cell F8), and select “Paste” froix the menu bar (or hit “Ctrl” + “V?).

3. Preferred method:

a. Highlight both the 2011 Net Sales Growth in Cell E8 and the empty
2012 Net Sales Grow:h in Cell F8. This can either be done two ways:
i. With the mouse: by selecting Cell E8, making sure to select the cen-
ter of the ¢ell not the bottom right corner, and while holding down
the leftinGuse button continue to move the mouse to the right, or;
il. With the keyboard: by selecting Cell E8, then holding down the
“Shift” key while tapping the right arrow until the desired cells are
selected.
b. Hit “Ctrl” + “R,” which stands for “copy right.”

Modeling Tip

We strongly recommend you use keyboard hotkeys (such as “Ctr]” +
“R”) as often as possible. The more comfortable you become with using
the keyboard as opposed to the mouse, the more efficient a modeler you
will become. (Please see Appendix 3 for a list of Excel hotkeys.)
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TABLE 1.1 Walmart Historical Net Sales

Consolidated Income Statements (in U.S.$ millions except per share amounts)

Actuals
Period Ending January 31 2010A 2011A 2012A
Revenue
Net sales 405,132.0 418,952.0 443,854.0
% Growth 3.4% 5.9%

Note there is also a hotkey called “Ctrl” + “D,” which stands for Copy
Down. Unfortunately there is no Copy Left or Copy Up.

See Table 1.1.

We can now continue by entering the “Membership ara Uther Income”
numbers, and calculating the respective growth as we had done with the net sales.

We can then total the two sales line items into the total revenue line in
Row 11. (See Table 1.2.)

Calculating 2010 Total Revenue (Cell D11)

Excel Key Strokes Descripiion

type “=” Ent.rs into “formula” mode

select Cell D7 2010 Net Sales

type “+” Adds

select Cell D9 2010 Membership and Other Income
type “Enter” End

Formula result =D7+D9

TABLE 1.2 Walmart Historical Total Revenue

Consolidated Income Statements (in U.S.$ millions except per share amounts)

Actuals
Period Ending January 31 2010A 2011A 2012A
Revenue
Net sales 405,132.0 418,952.0 443,854.0
% Growth 3.4% 5.9%
Membership and other income 2,953.0 2,897.0 3,096.0
% Growth -1.9% 6.9%
Total revenue 408,085.0 421,849.0 446,950.0

Y/Y revenue growth (%) 3.4% 6.0%
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This will give us $408,085.0 in total revenue for Walmart in 2010. We
can now calculate total revenue growth using the same growth formulas as
demonstrated prior. We can also copy these formulas to the right through
2012 using one of the previous copy methods. (See Table 1.2.)

Getting to EBITDA

Below the revenue section we see “Cost of Sales” and “Operating, Selling,
General, and Administrative Expenses.” When referencing the categories
earlier in this chapter, we see “Cost of Sales” as category 2, and “Operating
Expenses” as category 3, which will directly refer to “Cost of Sales” and
“Operating, Selling, General, and Administrative Expenses,” respectively,
from the above income statement. Ideally, there would be a more detailed
breakout of the costs, and if there was, I would recommexni listing each cost
line item in an operating expense section, much like wlatwe had done with
revenue. It is worth doing a quick word search on “expense” or “operating
expense” in the annual report to see if there is 2 moi= detailed table listing
the individual expenses.

Digying up Depreciation

When identifying all expenses on ari'income statement, it is important to also
locate the depreciation expense; Cormpanies that have depreciating assets
would generally record that.depreciation as an expense to reduce taxes.
So, if a company has depreciation, it should be represented on the income
statement. However, not every company lists depreciation as a separate line
item. A good analyst-needs to do some more hunting to locate depreciation.
Walmart certainlz depreciates its assets. If you are unsure if the company you
are analyzing dacoi=Ciates assets you should research the company’s assets. An
easy way to begin is by performing a word search for “depreciation” on the
company’s annual report, or you can go to the cash flow statement to see if
a depreciation line item exists. Depreciation is located in several places in the
company’s annual report. In Figurel.5 we have used the example from page
52 of the company’s annual report. This appears to be a financial breakout of
the company’s operating business units.

As we are building a model to represent the consolidated business,
we want total depreciation for the whole business. In Figure 1.5 we can
see depreciation and amortization for the consolidated business is $8,130;
$7,641; and $7,157 for 2012, 2011, and 2010, respectively. It is also good
to know that page 35 of the annual report, the cash flow statement shows
depreciation of the exact same amount. This is a good cross-check. How-
ever, it is important to note there are advanced accounting rules that can



20 FINANCIAL STATEMENTS AND PROJECTIONS

( Vealmait Other B
{Aeruts i rnitfioes) Walmart U5 Intemational - Samis Club Unallocated  Consclidated
Fiscal Year Ended January 31,2012
Met sales £264,186  $125,873 §53,795 § — 5443854
Operating Income {loss) 20,367 6,214 1,865 {1,888) 26,558
Interest expense, net {2,160)
Income from continuing operations before income taxes 5 24,398
Total assets of continuing operations £ 93050 5 81364 512,823 § 6,080 5193317
Depreciation and amortization 4,794 2,470 611 255 8,130
Capital expenditures 6,571 5,275 842 822 13,510
Fiscal Year Ended January 31,2011
Net sales § 260,261 % 109.232 % 43459 f § 418952
Operating income (loss) 19919 5606 1711 11,6594 25541
Interest expense, net (2004]
Income fram cantinuing coerations before income taxes 5 3538
Total assets of continuing operations § 89725 5 7021 5 12531 5 6,255 4§ 180532
Depreciation and amartization 4519 2184 554 244 7541
Capital expenditures 7328 3954 i 66 12459
Fiscal Year Ended January 31, 2010
Met sales § 259919 $ 57407 § 47,806 ¥ 4§ 405,132
Operating incame (loss] 19314 4401 145 {1,728 24002
Iterest expense, net (1884
Incorre fram cantinuing cgetatians before incame taxes 3 228
Total assets of cortinuing operations § 84238 3 pasIc 512050 5 TARS 5 170,267
Depreciation and amortization 4352 indng 558 268 7157
Capital expenditures GA18 3822 7483 941 12184

e ./

FIGURE 1.5 Walmart Operations by Segment

cause differences between depreciarion shown on the cash flow statement
and in other sections of the corpany financials.

Once we have identifiec <lepreciation, we have to determine where that
depreciation is in the income statement. We have proven depreciation exists,
and we assume it must be somewhere in the income statement, although not
directly shown. Be carctul not to simply add the depreciation expense to the
income statemerit. Vhe depreciation amounts we have found previously are
most likely buried in one of the expense items we have already identified.
But how do we know which expense line item contains depreciation?
Unfortunately, in many cases, it may not be easy to tell. A word search on
“depreciation” may reveal a note describing where that item is expensed on
the income statement. In Walmart’s case, it does not. Quite often depreciation
is a part of cost of goods sold or sales, general, and administrative expenses,
or spread out between the two. It is also often that one cannot identify
exactly where depreciation is buried. It should be comforting to know,
however, that whether we end up extracting the depreciation expense from
cost of goods sold; sales, general, and administrative expenses; or both, it
will not affect our EBITDA, which is most crucial for our valuation. So in
this example let us assume depreciation is a component of sales, general,
and administrative expenses. Another clue is a paragraph on page 20 of
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the annual report that identifies depreciation within the operating expenses
section. Although a helpful clue, this is no proof. Page 20 of Walmart’s
2012 annual report notes:

Operating Expenses

We leveraged operating expenses in fiscal 2012 and 2011. In fiscal
2012, our operating expenses increased 4.8% compared to fiscal
2011, while net sales increased 5.9% in fiscal 2012 compared to
fiscal 2011. Operating expenses grew at a slower rate than net
sales due to our continued focus on expense management. Our
Global eCommerce initiatives contributed to the majority of the
increase in operating expenses, as we continue to irvest in our
e-commerce platforms. Depreciation expense increased year-over-
year based on our financial system investments with the remainder
of the increase being driven by multiple items, ucne of which were
individually significant. In fiscal 2011, ox_operating expenses
increased 1.7% compared to fiscal 20101z bile net sales increased
3.4% during fiscal 2011 compared-to-fiscal 2010. Operating
expenses grew at a slower rate thar: et sales in fiscal 2011 due
to improved labor productivity éna organizational changes made
at the end of fiscal 2010 designezd to strengthen and streamline
our operations, as well as‘a reduction in certain incentive plan
expenses.

So assuming depreciation was a component of sales, general, and
administrative expenses, we will reduce the amount of those expenses by
the value of derveciation. So, in 2012, sales, general, and administrative
expenses will be-reduced from $85,265 to $77,135 ($85,265 — $8,130). We
will make similar adjustments in 2011 and 2010.

We now have enough information to lay out a historical income state-
ment for three years down to EBITDA.

Cost of Goods Sold

Walmart reports cost of goods sold (COGS) as “Cost of Sales,” and records
304,106; 314,946; and 335,127, for 2010,2011, and 2012, respectively. Let
us type those numbers into Cells D14, E14, and F14 now.

Notice there is a metric, “COGS as a % of Revenue,” in row 15. We will
discuss later how calculating an expense as a percentage of revenue may or
may not be a good indicator of future performance. To best prepare us for
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that discussion, let’s calculate this metric now. The 2010 COGS as a percent-
age of revenue will be:

Calculating 2010 Cost of Goods Sold (Cell D15)

Excel Key Strokes

type “=”

select Cell D14
type “/”

select Cell D11
type “Enter”

Formula Result

Description

Enters into “formula” mode
2010 COGS

Divides

2010 Total Revenue

End

=D14/D11

This gives us 74.5 percent in 2010. We can now copv.this formula to

the right.

Gross Profit

Gross profit is revenue less cost of goods s¢!d.

Calculating 2010 Gross Profit (Cell D13)

Excel Key Strokes
type “=”

select Cell D11
type “-”

select Cell D14
Type “Enter”
Formula Resui:

Descrip:ion

Enfersiinto “formula” mode
2019 Total Revenue
Subtracts

2010 COGS

End

=D11-D14

We can calculate the gross profit margin as explained earlier in this

chapter.

Calculating 2010 Gross Profit Margin (Cell D17)

Excel Key Strokes
type “=”

select Cell D16
type “/”

select Cell D11
type “Enter”

Formula Result

Description

Enters into “formula” mode
2010 Gross Profit

Divides

2010 Total Revenue

End

=D16/D11
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TABLE 1.3 Walmart Historical Gross Profit

Consolidated Income Statements (in U.S.$ millions except per share amounts)

Actuals
Period Ending January 31 2010A 2011A 2012A
Revenue
Net sales 405,132.0 418,952.0 443,854.0
% Growth 3.4% 5.9%
Membership and other income 2,953.0 2,897.0 3,096.0
% Growth -1.9% 6.9%
Total revenue 408,085.0 421,849.0 446,950.0
Y/Y revenue growth (%) 3.4% 6.0%
Cost of goods sold
Cost of goods sold 304,106.0 314,940 335,127.0
COGS as a % of revenue 74.5% 74.7% 75.0%
Gross profit 103,979.0 i‘J6,903.0 111,823.0
Gross profit margin (%) 25.5% 25.3% 25.0%

We can copy both formu'ac to the right and move on to Operating
Expenses (as shown in Tabi=1.3).

Selling, General, antt Quviinistrative Expenses

Walmart defines s€iling, general, and administrative expenses (SG&A) as
“operating, selling, general and administrative expenses.” Given the previ-
ous discussion, we have assumed the depreciation expense is contained
within the SG&A. So in row 19, we should hardcode the operating, sell-
ing, general and administrative expenses less the depreciation expense; in
2010, we should have 79977 — 7157. We can continue to hardcode in the
operating, selling, general and administrative expenses less the deprecia-
tion expense in 2011 and 2012. We can then calculate these expenses as
a percentage of revenue as we had done with the Cost of Goods Sold. See
Table 1.4 as a guide.

Other Income

We note Walmart does not have any other income line items separated out.
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EBITDA

We can now calculate EBITDA as gross profit less the operating expenses.

Calculating 2010 EBITDA (Cell D21)

Excel Key Strokes Description

type “=” Enters into “formula” mode
select Cell D16 2010 Gross Profit

type “-” Subtracts

select Cell D19 2010 Operating Expenses
type “Enter” End

Formula Result =D16-D19

We can calculate the EBITDA margin as explained ca:lier in this chapter.
Calculating 2010 EBITDA Margin (Cell D22)

Excel Key Strokes Description

type “=” Enters into “forinuia” mode
select Cell D21 2010 EBITD:A

type “/” Divides

select Cell D11 2010, Tctal Revenue

type “Enter” Erd

Formula Result =21/D11

We can copy both 1ormulas to the right. (See Table 1.4.)

Beyond EBITDA

Once we have EBITDA, we can continue identifying the rest of Walmart’s
income statement line items.

Depreciation and Amortization

We have already identified the depreciation as 7,157,7,641, and 8,130
for 2010, 2011, and 2012, respectively. We can hardcode these into
Row 23.

EBIT

EBIT is EBITDA less depreciation. We can also calculate the EBIT margin as
we have done previously.
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TABLE 1.4 Walmart Historical EBITDA

Consolidated Income Statements (in U.S.$ millions except per share amounts)

Actuals
Period Ending January 31 2010A 2011A 2012A
Revenue
Net sales 405,132.0 418,952.0 443,854.0
% Growth 3.4% 5.9%
Membership and other income 2,953.0 2,897.0 3,096.0
% Growth -1.9% 6.9%
Total revenue 408,085.0 421,849.0 446,950.0
Y/Y revenue growth (%) 3.4% 6.0%
Cost of goods sold
Cost of goods sold 304,106.0 314.9445.0 335,127.0
COGS as a % of revenue 74.5% 0 T747% 75.0%
Gross profit 103,979.0 196,903.0 111,823.0
Gross profit margin (%) 25.8% 25.3% 25.0%
Operating expenses
Selling, general and administrative 72,520.0 73,720.0 77,135.0
SG&A as a % of revenue 17.8% 17.5% 17.3%
EBITDA 31,159.0 33,183.0 34,688.0
EBITDA margin (%) 7.6% 7.9% 7.8%
Interest

Walmart has three lines of interest: Debt, which in this case is interest
expense; Capital leases, which is the interest related to their capital leases;
and Interest income. Note that interest income, although in parenthesis, is
actually increasing EBIT. This is an example of how one needs to make sure
the income statement line items are flowing properly. We will, at the end of
the income statement, make sure we can match the net income we calculate
to Walmart’s net income to insure all is flowing properly. Hardcode these
line items into the model and calculate the total interest expense by summing
all three interest line items. Note the hotkey “Alt” + “=” is a quick way to
automatically sum line items. Refer to Table 1.5 as a guide.

EBT

Remember EBIT - Interest = EBT, and EBT margin is EBT / Total Revenue.
Calculate EBT and refer to Table 1.5 as a guide.
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Taxes

Take note of the total number of taxes on Walmart’s income statement.
Walmart has defined two items of taxes, “Current” and “Deferred.” We will
talk about deferred taxes in Chapter 3. For taxes, we can just hardcode the
totals into Row 33. Refer to Table 1.5.

The tax rate is calculated as taxes divided by EBT.

Calculating 2010 Tax Rate (Cell D34)

Excel Key Strokes Description

type “=” Enters into “formula” mode
select Cell D33 2010 Income Tax Expense
type “/” Divides

select Cell D31 2010 EBT

type “Enter” End !
Formula Result =D33/D31 _ONJ

We can now copy this formula to the right.

Net Income

Remember EBT — Taxes = Net Incenie. Calculate this formula and copy to
the right. This number should iratch the “Income from continuing opera-
tions” from Walmart’s incoitie statement. (See Figure 1.4.)

Non-Recurring Events

Walmart has oni 1ion-recurring event line item: income (loss) from discontinued
operations. This represents any gains or losses resulting from Walmart closing
or discontinuing a portion of its business. Page 49 of Walmart’s annual report
explains the specific situation as follows:

Discontinued Operations

At January 31, 2010, the Company had an unrecognized tax benefit
of $1.7 billion related to an ordinary worthless stock deduction
from the fiscal 2007 disposition of its German operations. During
the fourth quarter of fiscal 2011, this matter was effectively
settled with the Internal Revenue Service, which resulted in the
reclassification of the deduction as an Ordinary loss, a capital loss
that the Company has fully offset with a Valuation allowance,
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TABLE 1.5 Walmart Historical Adjusted Net Income

Consolidated Income Statements (in U.S.$ millions except per share amounts)

Actuals
Period Ending January 31 2010A 2011A 2012A
Revenue
Net sales 405,132.0 418,952.0 443,854.0
% Growth 3.4% 5.9%
Membership and other income 2,953.0 2,897.0 3,096.0
% Growth -1.9% 6.9%
Total revenue 408,085.0 421,849.0 446,950.0
Y/Y revenue growth (%) 3.4% 6.0%
Cost of goods sold
Cost of goods sold 304,106.0 314.946.9 335,127.0
COGS as a % of revenue 74.5% N 74.7% 75.0%
Gross profit 103,979.0 ~ 106,903.0 111,823.0
Gross profit margin (%) 25,83 25.3% 25.0%
Operating expenses
Selling, general and
administrative 72.820.0 73,720.0 77,135.0
SG&A as a % of revenue 17.8% 17.5% 17.3%
EBITDA 31,159.0 33,183.0 34,688.0
EBITDA margin (%) 7.6% 7.9% 7.8%
Depreciation and amoriization 7,157.0 7,641.0 8,130.0
EBIT 24,002.0 25,542.0 26,558.0
EBIT margin (%) 5.9% 6.1% 5.9%
Interest
Interest expense (debt) 1,787.0 1,928.0 2,034.0
Interest expense (capital leases) 278.0 277.0 288.0
Interest income (181.0) (201.0) (162.0)
Net interest expense 1,884.0 2,004.0 2,160.0
EBT 22,118.0 23,538.0 24,398.0
EBT margin (%) 5.4% 5.6% 5.5%
Income tax expense 7,156.0 7,579.0 7,944.0
Tax rate (%) 32.4% 32.2% 32.6%
Net income (adjusted) 14,962.0 15,959.0 16,454.0
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and a reduction in the accumulated but undistributed earnings
of an international subsidiary. In connection with this settlement,
the Company recorded a $1.0 billion tax benefit in discontinued
operations in the Company’s Consolidated Statements of Income
(see Note 14) and a reduction of its accrued income tax liability in
the Company’s Consolidated Balance Sheet at January 31, 2011. In
addition, during fiscal 2012, tax and related interest expense of $67
million was recorded to Discontinued operations related to audit
adjustments and amended returns from this settlement for U.S.
federal and state income tax purposes.

So in the non-recurring events section, we can hardcode the -79, 1034,
and -67 into 2010, 2011, and 2012, respectively. We canireep the other
non-recurring event line items as 0, and calculate the tota!

Net Income (after Non-Recurring Events)

We can now calculate the net income (after non-recurring events) as net
income plus non-recurring events.

Again, be careful of how these nor-t=carring items should be flowing
into the net income. The - 67 of nonéarring events in 2012, for example,
is actually reducing our net income rumber, so these line items should ef-
fectively be adding into our net income. Some analysts prefer to reverse
the logic by flipping the signs from negative to positive, and continuing to
subtract the total non-recur:iig events. There is no absolute correct way, as
long as the total net incomic at the bottom of the income statement matches
the annual report. (See Table 1.6)

Distributions

Walmart’s line item “Consolidated net income attributable to non-controlling
interests” is effectively non-controlling interest. We can hardcode this into
Row 42.

Non-controlling interest is typically paid out as a percentage of net in-
come, so in order to make our projections we will calculate the metric in
Row 43, “Non-controlling interests % of net income.”

Don’t overlook typing “=” then a minus sign. We need to reverse the
sign of the negative values otherwise we will have a negative percentage.
You can now copy this formula to the right.
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Calculating 2010 Non-Controlling Interests % of Net Income (Cell D43)

Excel Key Strokes ~ Description

type “=” Enters into “formula” mode

type “-” Reverses the sign of the numerator to make it positive
select Cell D42 2010 Non-Controlling Interests

type “/” Divides

select Cell D40 2010 Net Income

type “Enter” End

Formula Result =-D42/D40

Net Income (as Reported)
We can now calculate the net income (as reported) as netincome (after non-
recurring events) plus non-controlling interests.

Again, be careful of how these non-controlling :uierests should be flow-
ing into net income. (See Table 1.6.)

Shares and EPS

We can hardcode in the basic and duiuted shares as Walmart has reported
into Rows 49 and 50 before calculatizig EPS. We can then calculate the basic
EPS by dividing the net incoms-(as reported) by the number of basic shares
outstanding, and the diluted EPS5 by dividing the net income (as reported) by
the number of diluted shares outstanding. The purpose of calculating EPS
here is to ensure we have metrics that match what the company reported for
accuracy in our analysis. It is, however, common to calculate EPS using our
adjusted net incaine-depending on the purpose of the analysis.

Calculating 2010 Basic EPS (Cell D46)

Excel Key Strokes Description

type “=” Enters into “formula” mode
select Cell D44 2010 Net Income (as reported)
type “/” Divides

select Cell D49 2010 Shares

type “Enter” End

Formula Result =D44/D49

We repeat the same process for the diluted EPS, using diluted shares in place
of basic shares. (See Table 1.6.)
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TABLE 1.6 Walmart Historical Income Statement

Consolidated Income Statements (in U.S.$ millions except per share amounts)

Actuals
Period Ending January 31 2010A 2011A 2012A
Revenue
Net sales 405,132.0 418,952.0  443,854.0
% Growth 3.4% 5.9%
Membership and other income 2,953.0 2,897.0 3,096.0
% Growth -1.9% 6.9%
Total revenue 408,085.0 421,849.0 446,950.0
Y/Y revenue growth (%) 3.4% 6.0%
Cost of goods sold
Cost of goods sold 304,106.0 314,946.0 335,127.0
COGS as a % of revenue 74.5% 74.7% 75.0%
Gross profit 103,979.9 ~ 106,903.0  111,823.0
Gross profit margin (%) 25.5% 25.3% 25.0%
Operating expenses
Selling, general and
administrative 72,820.0 73,720.0 77,135.0
SG&A as a % of revenue 17.8% 17.5% 17.3%
EBITDA 31,159.0 33,183.0 34,688.0
EBITDA margin (%, 7.6% 7.9% 7.8%
Depreciation and arsonrtization 7,157.0 7,641.0 8,130.0
EBIT 24,002.0 25,542.0 26,558.0
EBIT margin (%) 5.9% 6.1% 5.9%
Interest
Interest expense (debt) 1,787.0 1,928.0 2,034.0
Interest expense (capital leases) 278.0 277.0 288.0
Interest income (181.0) (201.0) (162.0)
Net interest expense 1,884.0 2,004.0 2,160.0
EBT 22,118.0 23,538.0 24,398.0
EBT margin (%) 5.4% 5.6% 5.5%
Income tax expense 7,156.0 7,579.0 7,944.0

Tax rate (%) 32.4% 32.2% 32.6%
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Consolidated Income Statements (in U.S.$ millions except per share amounts)

Actuals

Period Ending January 31 2010A 2011A 2012A
Net income (adjusted) 14,962.0 15,959.0 16,454.0
Non-recurring events

Discontinued operations (79.0) 1,034.0 (67.0)

Other 0.0 0.0 0.0

Total non-recurring events (79.0) 1,034.0 (67.0)
Net income (after non-recurring
events) 14,883.0 16,993.0 16,387.0
Distributions

Income attributable to non-

controlling interests (513.0) (6U4.0) (688.0)

Non-controlling interests % of
Net Income 3.4% 3.6% 4.2%

Net income (as reported) 14,370.C ~ 16,389.0 15,699.0
Earnings per share (EPS) ~

Basic 3.72 4.48 4.54

Diluted 3.71 4.47 4.52
Average common shares outstanding

Basic 3,866 3,656 3,460

Diluted 3,877 3,670 3,474

INCOME STATEMENT—MAKING PROJECTIONS

Making projections is no easy task. One needs to spend much time un-
derstanding and researching the core business model, how it generates
revenue, its cost structure, and beyond to best get a handle on the next
years of its performance. Ideally, a Wall Street research analyst will have
had years of experience following and keeping close watch on the business,
and would have a good handle on its future trends in order to make good
projections. That being said, there are methods to make fair generalizations,
though broad, but strong enough to use as tools to assess overall company
valuation. Remember: A good model is a functional and flexible one, and is
one that is designed to easily be adjusted, to grow, and to evolve as we gain
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more knowledge and insight into the inner workings of business, therefore
slowly honing on a perfect valuation.

Revenue

Revenue, for example, can be quite difficult to predict. Walmart posted
$446,950 million dollars in 2012 total revenue, a 6.0 percent increase from
2011. How will we know what revenue will be in 2013? The truth is, it is
almost impossible to be 100 percent sure. We will need to make an assump-
tion with the understanding that that assumption will come with a degree of
uncertainty, and may therefore change.

So how can you best make rational predictions for 20132 It is
important to research and understand the company’s husiness model,
gathering as much information as you can to make vour own best
judgment. Revenue, for example, is almost always driven by a product
of pricing and volume. So, when thinking abaut projecting revenue,
your research should focus on understanding itie company’s pricing
and volume. What initiatives is the company taking to increase its
volume in 2013? Is it increasing its advertising? Is it acquiring other
businesses or customers? What outside{arces could affect the company’s
pricing model? Is it increasing its pric=s? Is it facing tremendous market
competition and must lower its piices?

In addition to the research, sve recommend the following sources:

1. Investor presentations. ry to look for a recent investor presentation on
the investor relaticns section of the company web site. These presenta-
tions are typically designed to explain recent and future performance to
existing or futureinvestors of the company’s stock. These presentations
can contair’ high-level projections.

Earnings calls. One can easily find when the next earnings call is on
the investor relations section of the web site. At the earnings call, you
can listen to the management speak about the company’s most recent
financial performance. Management also sometimes gives guidance on
the company’s future performance.

3. Wall Street research. If you can get your hands on an equity research
report, written by a Wall Street analyst who has followed the com-
pany for several years, that report would contain estimated future
performance.

Data sources. Yahoo! Finance, Thomson, First Call, and Bloomberg are
examples of data sources that contain Wall Street consensus estimates.
Yahoo! Finance is a free resource, so, if you do not have access to a paid
service, this can serve as a good reference.

N

b
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These are just several examples of where one can get guidance. We rec-
ommend not depending on any one single source of information, but gath-
ering as many sources as you can and cross-checking with your research to
make the strongest educated estimates as possible.

For purposes of this analysis, and knowing that the research can take a
considerable amount of time, we can take a first-guess assumption and leave the
detailed research for once the model is complete. We can, for example, assume
that revenue will continue to grow at its historical 6 percent rate into 2013.

We can also go to a data source such as Yahoo! Finance. One can, for
example, go to finance.yahoo.com and type “WMT?” (the ticker for Walmart)
in the “Finance Search” bar. There is a lot of great information here that can
be used as a first cut assumption. It is not the best source, but it is a free source,
so it is a good starting point. On the left, we can select “Analyst Estimates.”

This data is a consensus by several Wall Street anaiysis who follow
Walmart. (See Figure 1.6.) The second table from the top. entitled “Revenue
Est,” gives us the consensus revenue. On the far right,-we can see the aver-
age revenue estimates for 2013 and 2014 are $472.51Bn and $496.24Bn,
respectively. It is also important to note the kigh and low estimates under-
neath the average.

As a “first cut” we should expect our arvjected revenue to be within the
high and low range, and near the averag=. (It does not have to exactly match
exactly.) So, our earlier assumption' o1 taking last year’s 6.0 percent growth
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for 2013 ($446,950 x 1.06) will give us $473,767—well within the range
posted and quite close to the average. So let’s use this for now. Continuing the
6.0 percent growth in 2014 will give us $502,193 ($473,767 x 1.06)—again,
within the range and close to the average for 2014. This method, of course,
needs to be adjusted based on all our further research on the company. It is not
recommended or safe to make the general assumption that last year’s growth
will equal this year’s or next year’s without further research. So we will note
that our assumption of taking 6.0 percent is pending further research.

Note that this information changes frequently. If you find this information
online yourself it is likely to have changed. If you are building the model as you
are reading this book, which we recommend, you should use the data in the
exhibits found in this book in order to match your numbers to our solution.

In this model we are going to project the total revenue, noe the individual
revenue line items “Net sales” and “Membership and other income.” It is up
to you to decide how detailed you would like your analysis to be. In many
cases revenue can be broken out by product, volume, and even geography. It
is also not uncommon to have a completely separare revenue schedule and
analysis that will feed into the income statemezir Let’s keep our revenue pro-
jections at this high level for now until we aecide further detail is needed.

We can now start inputting our revenue projections into Excel.

So, we can type 6.0 percent int¢. Cell G12. 6.0% is a hardcode and an
assumption driver, so remember t¢ color the font blue. This percent will
drive the actual 2013 total revenue projection. We want the 2013 total
revenue to be driven off of our.assumption or:

2013 Tovai Revenue = 2012 Total Revenue x
(1 +2013 Revenue Growth Assumption)

Calculating 2012 Total Revenue (Cell G11)

Excel Key Strokes Description

type “=” Enters into “formula” mode

select Cell F11 2013 Total Revenue

type “*” Multiplies

type “(1+” Begins the (1 + x%) portion of the formula
select Cell G12 2012 Growth Assumption

type “)” Closes the (1 + x%) portion of the formula
type “Enter” End

Formula Result =F11*(1+G12)

This will give us 2013 total revenue of $473,767.0. We can copy Cell
G11 and G12 to the right all the way through 2017. (See Table 1.7.)
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Cost of Goods Sold

Next let’s look at the costs. Again, fully understanding and researching each
cost is important in best estimating its future performance. However, such
detail may be as difficult to project as the revenue. There are a couple of ways
to estimate future costs. First, it is important to consider whether the costs
are fixed or variable. A fixed cost is relatively static and may grow a certain
percentage year over year. Rent, for example, can be considered a fixed cost
as it may only increase 5-10 percent each year, independent of the growth in
revenue. In contrast, a variable cost will increase in direct proportion to the
growth of the business, most commonly determined by the revenue growth.
In other words, if the revenue is increasing by 10 percent, the costs will also
increase by 10 percent. If the revenue decreases by 4 percent, the costs will
also decrease by 4 percent.

Quite often cost of goods sold is considered a valfiable cost. If your
revenue is declining, you are most likely selling less preduct, so your costs
should also be decreasing. Conversely, if your reverue is increasing, you are
most likely selling more product, so cost of goads sold should be increasing
in direct proportion to the revenue. There are, bowever, exceptions. For ex-
ample, a revenue increase could be due to ai: increase in pricing, not because
more product has been sold. In this cas¢ niaybe costs should not be increas-
ing at all (no change in volume). Oz« farther twist, maybe the company is
raising its prices because the marutacturer who is providing raw materials
has raised its prices, so effectively both revenue and costs should be increas-
ing proportionally. This is where a deeper understanding of the company’s
business model and cost stricture comes in handy.

Historical trends can help us determine how best to make initial projec-
tions, with the knovrledge that we can later tweak as we build a more fun-
damental undergtanding of the business. If we analyze the historical cost of
goods sold as a percentage of revenue over the past three years, we notice the
costs have been around 75 percent of total revenue each year. This consistent
trend is a strong indicator that the cost of goods sold could be variable, grow-
ing at the same rate as revenue. If the percentages had not been consistent
over the past three years, further research would need to be done to better
understand the reasons for the variability. The company could have signifi-
cantly changed its business model or taken other initiatives to significantly
increase or decrease its costs in relation to its revenue. In that case, one could
listen to the last earnings call or earnings release to get management’s views
on whether costs of goods sold is expected to increase or decrease.

So, for next year, we want to make an assumption based on the prior
year’s trends, adjusted based on our research. There are several common
methods:
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1. Take an average percentage of the last three years.

2. Take a maximum percentage of the last three years (conservative
approach).

3. Take a minimum percentage of the last three years (aggressive
approach).

4. Take the last year’s percentage.

5. Have the percentages steadily increase or decrease year over year.

Note that these are five of the most common methods, but you may look
for and identify other trends that may work better based on the individual
company’s past performance such as percentages decreasing for the next
year then staying constant for the next four years.

We always recommend a conservative approach as leng as the most
conservative approach is within logical reason, so we imriiediately eliminate
option #3. We acknowledge that taking the average over the past three
years (option #1) can be a good approach, but we rnotice that the maximum
percentage of the last three years also happens-io be the same as the last
year’s percentage, which satisfies two conditicns {options #2 and #4), which
is preferred. We do acknowledge that the p<:centages are slightly increasing
year over year, but caution that a furtlicv-increase without solid evidence
could be too much of an increase. So i2t’5 take 75.0 percent as the projection
for 2013-2017. Note that all of the methods in the list can be considered
accurate; our recommended aoproach is simply a suggestion. Remember,
the point is to build out a c¢uraplete model with broad assumptions, then
to go back and tweak sucl assumptions as you research and get a stronger
understanding of the business.

We can hardcode 75% into Cell G15 as our assumption driver. The
formula for projecting cost of goods sold in 2013 will be:

2013 COGS = 2013 COGS as a % of Revenue x 2013 Total Revenue

Calculating 2013 COGS (Cell G14)

Excel Key Strokes Description

type “=" Enters into “formula” mode
select Cell G15 2013 COGS as a % of Revenue
type “*” Multiplies

select Cell G11 2013 Total Revenue

type “Enter” End

Formula Result =G11*G1S5
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This will give us 2013 COGS of $355,325.3. We can copy Cell G14
and G135 to the right all the way through 2017. We can also calculate future
gross profit and the gross profit margin. We have already calculated these
formulas in 2010 through 2012, so we can just copy Cells F16 and F17
through 2017 as well. (See Table 1.8.)

Operating Expenses

This same procedure can be repeated for each cost on the income state-
ment: conducting adequate research, analyzing the historical trends, and
considering whether each cost is fixed or variable in order to best deter-
mine which of the five methods should be used to project the costs for-
ward.

Let’s analyze the company’s operating, selling, general, and adminis-
trative expenses. If we look at the historical expenss as a percentage of
revenue over the past three years, we notice the cOsts were 17.8 percent,
17.5 percent, and 17.3 percent for 2010, 2011. ani1 2012, respectively. We
could assume that the costs have been trending down and will continue
to do so. However, we recommend further cost reductions may be too ag-
gressive without concrete evidence. Takir.o che maximum of the past three
years is conservative, which we like: Tiswever, since there is a downward
trend, the maximum is three years'ago, so maybe the maximum approach
is too conservative. Let’s take the last year approach, though we do real-
ize that taking the average cver the past three years could also be a good
estimate. So, we can take.te 2012 17.3 percent as our future assumption
for 2013-2017. Hardcode '17.3 in, then we can use the formula below to
make our projections

2013 SG& A'=2013 SG&A as a % of Revenue x 2013 Total Revenue
Calculating 2013 SG&A (Cell G19)

Excel Key Strokes Description

type “=” Enters into “formula” mode
select Cell G20 2013 SG&A as a % of Revenue
type “*” Multiplies

select Cell G11 2013 Total Revenue

type “Enter” End

Formula Result =G11*G20

This gives us $81,961.7 in 2013. We can copy Cells G19 and G20 to
the right. We can also copy the EBITDA and EBITDA margin % formulas to
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the right through 2017 as well. We now have a Walmart model complete up
through EBITDA. (See Table 1.9.)

Depreciation and Amortization

When building a complete financial model it is recommended to leave pro-
jected depreciation empty for now. We will build a depreciation schedule
that will contain projected depreciation expense to be linked in here.
We can, however, copy the EBIT and EBIT margin % formulas, rows 24 and
25, from 2012 to the right through 2017.

Interest Income

When building a complete financial model it is recommended to leave pro-
jected interest expense and interest income empty. We will build a debt
schedule that will help us better project interest expétise and interest income
to be linked in here. We can, however, copy the ‘net interest expense, EBT
and EBT margin % formulas, rows 30, 31 ara:32, from 2012 to the right
through 2017.

Taxes

We can take a look at the historicai taxes as a percentage of EBT to make
our 2013 projections. So, in:2012, Walmart had 32.6 percent in taxes. It
is recommended to take 2 100k at the past three years, as we did with the
expense line items. Waimart seems to have a steady tax rate at around
32-33 percent of ERIT.

For Walmart, w= could take the 32.6 percent 2012 tax rate to be
consistent with this ' methods we used in the expense sections (the last year
method). However, after doing a quick word search, there is a note on page
31 of the annual report that clearly states Walmart’s tax rates will be 32.5-
33.5 percent:

We expect the fiscal 2013 annual effective tax rate to be approxi-
mately 32.5% to 33.5%. Significant factors that may impact the an-
nual effective tax rate include changes in our assessment of certain
tax contingencies, valuation allowances, changes in law, outcomes
of administrative audits, the impact of discrete items and the mix of
earnings among our U.S. and international operations.

Let’s use 33 percent, as it falls within Walmart’s expected range. We can
hardcode 33.0% into Cell G34 and copy this to the right through 2017.
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Note that quite often a company will state a reported tax rate that is
slightly different from what has been calculated. This difference could be
due to adjustments made to pretax net income or other tax benefits realized.
In such cases one can either take the historical percentage or the reported
rate. One must make the determination if those adjustments would continue
to happen in the future or if the company would pay taxes based on the
standard rate. Walmart’s annual report states on page 47:

Effective Tax Rate Reconciliation

The Company’s effective income tax rate is typically lower than the
U.S. statutory rate primarily because of benefits from lower-taxed
global operations, including the use of global funding strictures and
certain U.S. tax credits. The Company’s non-U.S. inca.ue is subject
to local Country tax rates that are below the 35% ‘U.S. statutory
rate. Certain non-U.S. earnings have been indefinitely reinvested
outside the U.S. and are not subject to currert U.S. income tax.

Calculating 2013 Income Tax Expense (Ceil ©33)

Excel Key Strokes Description

type “=" Enters irite.© formula” mode
select Cell G34 2013 Tax Rate %

type “*” Multplies

select Cell G31 2013 EBT

type “Enter” End

Formula Result =G31*G34

This gives us'an income tax expense of $12,038.4. We can copy cell G33
and G34 to the right through 2017.

Cell F35 (“Net Income (Adjusted)”) can be copied through 2017.

You may have noticed that the 2013 taxes appear high compared to
2012. Remember we still do not have depreciation and interest expense in
our projections. Once those are linked in, the tax expense will be reduced.

Non-Recurring Events

We would typically not project non-recurring items as, by definition, given
that they are non-recurring or extraordinary, they either will not exist in the
future or will not be core to our valuation. However, we caution that there
may be some additional analyses where a deeper understanding of non-
recurring events is necessary.
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So we can just make these non-recurring events line items, cells G37 and
G38 “0” and we can copy that right through 2017.

Cells F39 and F40—“Total Non-Recurring Events” and “Net Income
(after Non-Recurring Events)”—can be copied through 2017.

Non-Controlling Interest

We consider non-controlling interest to be Walmart’s “Consolidated net in-
come attributable to non-controlling interest.” Non-controlling interest is
typically assessed as a percentage of net income. So, as done with the ex-
penses and taxes previously, we can analyze historical percentages to make
future projections.

So, in 2012, the portion of net income payable to nen-controlling
interest was 4.2 percent. Since the non-controlling int<rest is a payout
based on total ownership, it would make more logical sense to use the
last year’s approach as the best indicator for nextyear’s estimates, unless
further research reveals reason for the level of ‘ov/nership to increase or
decrease. We found no such indication. So lei’s hardcode 4.2% into cell

G43 as our 2013 assumption. The formula“for projecting expenses in
2013 will be:

2013 Non-Controlling Inter=st = 2013 Non-Controlling
Interest %< 2013 Net Income

Calculating 2013 Non-Centrclling Interest (Cell G42)

Excel Key Strokes Description

type “=” Enters into “formula” mode

type “-” Reverses sign to minus

select Cell G43 2013 Non-Controlling Interest %

type “*” Multiplies

select Cell G40 2013 Net Income (after Non-Recurring Events)
type “Enter” End

Formula Result =-G40*G43

This gives us =$1,026.5 for 2013 income attributable to non-control-
ling interests. Note that once we have other expenses such as depreciation
and interest expense linked into the income statement, the net income will
greatly decrease, and so will non-controlling interests. We can now copy
these formulas (Cell G42 and G43) to the right through 2017.

We can also copy the 2012 net income (as reported) formula (Cell F44)
through to 2017.
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Shares

Basic Shares Qutstanding The best way to project the share count is to first
get the most current count of basic shares outstanding. This comes from
the first page of the most recent filing (in this case, the Walmart 10-Q
report). You can find such additional reports for Walmart by selecting
“SEC Filings” in the investor relations section of their web site. (See
Figure 1.7.)

Scrolling down reveals Walmart’s 10-Q filed on September 6, 2012.
The bottom of the second page of this report lists the share count of
3,361,444,307. (See Figure 1.8.) We will use this as the 2013 basic share
count in Cell G49. Note that we need to divide this number by 1,000,000 in
order to be at equivalent units as the prior years.
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Diluted Shares Outstanding and the Treasury Method Diluted shares outstand-
ing is a count of all the shares outstanding in the market plus any stock
options are warrants that are exercisable today. What if every stock op-
tion holder who holds in-the-money option contracts decides to exercise
on those options today? How many shares would be in the market? The
diluted share count attempts to estimate that number of shares. There are
several resources we can use to obtain the total number of Walmart diluted

UNITED STATES
SECURITTES AND EXCHANGE COMMISSION

‘Washington, I).C. 20549
FORM 10-Q

{Mark One)

E Cuarterly Report Pursuant to Seetion 13 or 15(d) of the Securities Exchange Act of 1934,
For the quurterly period ended July 31, 2012,

or
o Transition Report Parsnant to Section 13 or 15(d) of the Securities Exchange Act af 1934,
For the transitlon period from o _,

Commission file number 1-4991

Walmari

WAL-MART STORES, INC.

(Exact name of regisy ant s specified in its charter)

Delaware T1415188
[State or ather jurisdiction of (LIS, Empliyer
incarporation or organietion) Tdentification No.)

T02 5. W, Bth Street

Bentonville, Arksnsas 72716
{address of prineipal exe.uth = ofli 5] (2ip Code)
(479) 273-4000
{Registrant’s telephone number, inchiding aren code}
Mot applicable

(ko =mer name, former address and former Teal year, if changed since last repart)

Indicate by check mark whether they egisoant (1) has filed all reports sequired 1o be filed by Seetion 13 e L5(d) of the Securities Exchange Act of 1934 during the preceding
12 manths (or such shorter periods the the registrnt was requined 1o file such reports), and (2) has been subiect 1o such Gling requirements lor the past 9
davs. Yes @ No O

Indicate by chock mark whether the registrant hag submitted electronically and posted on its corporate Web site, if any, every Interactive Data File required 1o be submitted and
postend pursmt o Rule 405 of Regulaion S-T ($232,403 of this chapter) during the prevesing 12 months (or for such shurter period thad he registrant was required 1o
subimit and post such files).  Yes ® No O

Indicatz by clack mark whether the registrant is a large | d filer, an | d filer, a ] d filer or & smaller reporting company. See definitions of “large
2 Exchange Act, Check One:

seczelerted filer” “accelerated filer” and “smaller reporting company”™ in Rule 12h-2 of

Lurge Accelerated Filer = Accelerated Filer
Mon-Aceclerred Filer o Smaller Beporting Company
Tndicatz by 2 check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Aco.. Yes O No B

[m]
=]

Applicable Only to Corporate Tssoers
Inchate the nurmber of shares outstanding of each of the 1ssuer's classes of common stock, s of the latest practical date,
Common Stock, $0.10 Par Value - 3,361,444 07 shares us of August 31, 2012,

FIGURE 1.8 Walmart 10-Q



46 FINANCIAL STATEMENTS AND PROJECTIONS

shares outstanding, but the best way to obtain that diluted share count is to
calculate the number ourselves. The best starting point is to pull the most
recently reported annual report. Although the Walmart quarterly report is
more recent, the quarterly report typically does not contain the option and
warrant detail. But, it is always worth taking a look first. Now, in order to
get a count of diluted shares, we need to find all notes regarding options and
warrants which may be held. Performing a quick word search on “options”
reveals a note from page 41 of the Walmart Annual Report. (See Figure 1.9.)
Figure 1.9 represents all outstanding options and their respective ex-
ercise price. If the options are “in-the-money” (meaning the options are
exercisable) or the current stock price is above the exercise price, then
technically these options could be exercised and should be included into our
diluted share count. Now, the Walmart stock price was $61.36 on January
31,2012, which was well above any of the strike prices indicated previously.
Notice, however, that only 13,596 of the shares were ex-icisable. Why not
all? It is most likely because many of the stock opticas listed previously have
certain restrictions, such as timing, preventing on= to exercise the stock.
Notice the annual report was filed quite x ‘aw months ago. It could be
that, by today, some of those restrictions have been lifted, meaning more
options are exercisable. It could also be that'many of the options listed have
already been exercised and are now incitided in the 3,361 number we pulled
from the quarterly report. (Remerniber the quarterly count is from a later
date.) Or, maybe more options kave been granted after this report had been
filed. For these reasons it is<itnportant to go through other reports more
recent than this annual rencrito try to get an accurate diluted share count.
For example, there could be supplementary filings since the annual report
filing (8-Ks, for examnle) detailing the issuance of new options that should
be included, or mayb= a more recent filing has a more current option table.
Unfortunately, we did not find any further information for Walmart giving
us exact detail. So we will use the 13,596,000 (the table states shares are in
thousands, so we multiplied by 1,000) outstanding options at the $50.49
exercise strike price. This means that if all options are exercised, they would

- Restiicted Stock and N
Perfarmance Share Awards Restricred Stock Rights Stock Cptions™
Wisighted-fAverage Weighted-fvemge
Gant-Dame Grant-Dare Weignted-Avemage
Falr alue Fair el ve Exercie Piice
{Sharer in thousands) Shaes FerShare Shaies PerShane Shares Per Share
Dutstanding at February 1, 2011 13617 $5233 16,838 450 33388 34935
Granted 5022 5303 5826 713 2042 4290
Vested/exercised 13177) 5126 [3,733) 47.26 (13793) 5022
Forfeited or expired (2142 5255 [1,310) 4752 [1.483) 48
Outstanding at January 31, 2012 13,320 55356 17,621 547.76 20,152 548.21
Exercisable at lanuary 31,2012 13,596 %50.49
\f” Inchudas stock coeion aeards granted under the Stock lncentive Flan of 2015, the Colleague Share Swrership Flan 1599 ard the ASDW Sharesave Flan J000. )

FIGURE 1.9 Walmart Option Table
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TABLE 1.10 Walmart Diluted Shares
Diluted Shares

Share price $73.82
Number of basic shares outstanding 3,361,444,307
Number of outstanding options (in the money) 13,596,000
Average option strike price $50.49
Total option proceeds 686,462,040
Treasury stock method shares repurchased 9,299,133
Additional shares outstanding 4,296,867
Total diluted shares outstanding 3,365,741,174

all total a value of $686,462,040 ($50.49 x 13,596,000). Now there is a
common method called the treasury method, which states that the exercised
options are bought back at the current stock price. If we divide the total value
of options exercised by the current stock price ($6¢<.462,040 / $73.82), we
would get 9,299,133 shares bought back. (We reunded down, as a partial
share does not exist.) In other words, 13,526,000 options have been exer-
cised, but 9,299,133 bought back. That zives us 4,296,867 (13,596,000 —
9,299,133) new shares outstanding. We add this number to the basic shares
outstanding to get 3,365,741,174 (2,341,444,307 + 4,296,867). Table 1.10
can be found in row 52. It is notireguired, but it may be helpful to try and
repeat the previous calculatior in the table for practice.

In order to get a complet= diluted share count, it is crucial to be thor-
ough in making sure you.bave found all stock options, employee stock op-
tions, and warrants that inay be exercisable. Often this will be spread across
several tables. It is also recommended to see if there are any additional fill-
ings posted anneuncing the issuance of options or warrants that would not
have been captured in the annual or quarterly filings.

We can enter the diluted shares into Cell G50, dividing by 1,000,000,
and then we can copy to the right. We can also consider continuing to reduce
the shares in the future, but let’s keep it constant for now until we decide to
project further share issuances or buybacks.

Earnings per Share

We can calculate the projected earnings per share using the same formulas
as the historical. It is easiest to just copy the formulas over to the right, from
Cells F46 and F47 through to 2012.

We now have as much of the income statement as we can complete. (See
Table 1.11.)

We will continue on to the cash flow and revisit tweaking the income
statement assumptions once the model is complete.
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